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EXECUTI VE SUMVARY

This report presents the results of the Ofice of |Inspector
General’s (O G review of financial statement reporting
for financial interchange (FlI) transactions.

The Railroad Retirenment Board (RRB) adm nisters the
conprehensive retirement and survivor benefit prograns
established by the Railroad Retirenent Act (RRA) for the
nation’s railroad workers and their famlies. Approximtely
748, 000 annuitants received benefits under the RRA during
fiscal year (FY) 1999.

I n 1951, Congress enacted anmendnents that increased benefit

| evel s under the RRA. This |egislation guaranteed that
benefits paid under the RRA would never be | ess than what
woul d have been payable if the worker’s railroad earnings had
been credited as Social Security enploynment instead of RRA
covered conpensation. As part of that sanme |egislative
package, Congress established the FI between the Soci al
Security and Railroad Retirenent systens as an additi onal
fundi ng source. \When the Medicare programwas enacted in
1965, the Health Care Financing Adm nistration (HCFA) becane a

party to the FI. In FY 1999, the RRB reported financing
sources totaling $9.6 billion of which 32% were attri butable
to the FI.

The FI is a collective termthat describes a series of legally
mandat ed periodic fund transfers between the RRB and the
Social Security Adm nistration, the RRB and HCFA, and the RRB
and the Departnent of the Treasury. The anounts transferred
are the result of a conplex statistical projection based on
the scenario “what if the RRA had never been enacted.”

The FI transfer anmounts, for the period 1937 through the end
of the preceding fiscal year, are determ ned after the
financial statenments for that year have been published. As a
result, the RRB estinmates FlI receivabl es and payabl es for
financial reporting purposes in accordance with traditional
accrual accounting principles.

Accrual Accounting




Subj ect to applicable accounting standards, the RRB prepares
annual financial statenents on the accrual basis of

accounting. Under the accrual nethod, revenues are recogni zed
when earned and expenses are recogni zed when a liability is
incurred. This contrasts with cash-basis accounting in which
revenues are recorded when received in cash and expenditures
are recorded when paid.

Based on our exam nation of the RRB' s financial statenents and
pertinent public and governnmental accounting literature, the
O G believes that non-accrual accounting for FI transactions
woul d provide a nore consistently reliable presentation than
accrual -basis reporting. The RRB s Bureau of Fiscal
Operations believes that accrual accounting best represents
the financial relationships between the several agencies

i nvol ved and nost accurately depicts the agency’ s financi al
position.

In this report, the O G recommends that the Bureau of Fisca
Operations submt a request for an interpretation of current
Federal accounting standards as they apply to the FI to the
Accounting and Auditing Policy Conmttee of the Federal
Accounting Standards Advisory Board.

The Bureau of Fiscal Operations has agreed to prepare the
recommended request for consideration by the agency’'s three-
menber Board.

Di scl osure

Events that are expected to have nonetary inpact on the FlI
determ nation, but for which no nonetary estinmate can be nade,
may be pending at the end of the fiscal year. Such events are
contingencies that require financial statenent disclosure. In
FY 1998, financial statenment disclosures were expanded to

i nclude the past effect of such pending events. However, no
di scl osure of these events was made in the published financial
statenents for the years actually inpacted.

In this report, we recomrend that, as part of the financi al
statenment preparation process, the Bureau of Fiscal Operations
i nqui re about pending events that could alter the value of the
FI receivabl es and payabl es and nmake di scl osures as

appropri ate.

The Bureau of Fiscal Operations concurs with the
reconmendati on.



Managenent’ s Di scussi on and Anal ysi s

“Managenent’ s Di scussion and Analysis,” the narrative overview
published with the RRB's FY 1999 financial statenments, does
not adequately conmunicate the extent to which the Railroad
Retirement programis financially dependent on the Soci al
Security system In this report, we recommend that the Bureau
of Fiscal Operations review and revise the narrative
presentation of FI information published with the financi al
statenents to better conmmunicate the role of the FI as a key
financi ng source.

The Bureau of Fiscal Operations concurs with the
recomrendat i on.

Audi tor’ s Opi ni on

We have concluded that the use of accrual accounting estinmates
to report FI payables and receivables has, in the past, led to
mat eri al m sstatenent of the RRB s financial statenents.

Di scl osure of the historical differences between anounts
estimated for financial statenent reporting and anounts
ultimately realized does not adequately conpensate for
potential m sstatenent in current period reports. As a
result, the O G was precluded from expressing an opinion on
the RRB's FY 1999 financial statenents.

In the “Letter to Managenment” issued in conjunction with the
O Gs audit of the RRB's FY 1998 financial statenments, we
recommended a change in accounting principle “to record and
report on financial interchange anobunts during the year of
settlement.” Accordingly, we nmake no further recomendati ons
for corrective action.
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| NTRODUCTI ON

This report presents the results of the O fice of |Inspector
General’'s (O G review of financial statement reporting
for financial interchange (FlI) transactions.

Backgr ound

The Railroad Retirenment Board (RRB) is an i ndependent agency
in the executive branch of the Federal governnent. The RRB
adm ni sters the conprehensive retirenment and survivor benefit
prograns established by the Railroad Retirement Act (RRA) for
the nation’s railroad workers and their famlies. The RRB

al so has responsibilities under the Social Security Act for
certain benefit paynents and railroad worker’s Medicare
coverage. Approximately 748,000 annuitants received benefits
under the RRA during fiscal year (FY) 1999.

The regular RRA annuity is conposed of tier | benefits, based
on railroad and non-railroad earnings, and tier Il benefits
whi ch are computed using railroad conpensation only. In
addition to the tier I and tier Il benefits, individuals who

wer e consi dered vested under both the RRA and the Soci al
Security Act at the end of 1974 may be entitled to an
addi ti onal benefit known as the Vested Dual Benefit. A

suppl enmental annuity may be available to career railroad

enpl oyees who worked in the railroad industry prior to COctober
1981 and neet certain service-related requirenents.

The funding structure of the Railroad Retirenment systemis
closely related to the various benefits provided under the
RRA. Each type of benefit is funded separately. Prior to
1951, RRA benefits were funded exclusively by payroll taxes
| evied on enpl oyers and enpl oyees covered by that Act.

I n 1951, Congress enacted anendnents that increased benefit

| evel s under the RRA. This |egislation guaranteed that
benefits paid under the RRA would never be | ess than what
woul d have been payable if the worker’s railroad earnings had
been credited as Social Security enploynment instead of RRA
covered conpensation. As part of that sane |egislative
package, Congress established the FI between the Soci al
Security and Railroad Retirenent systens as an additi onal
fundi ng source. \When the Medicare program was enacted in
1965, the Health Care Financing Adm nistration (HCFA) becane a
party to the FlI



In FY 1999, the RRB reported financing sources totaling $9.6
billion of which 32% were attributable to the FlI

The Railroad Retirenment Solvency Act of 1983 established the
Soci al Security Equival ent Benefit Account (SSEB), separate
fromthe Railroad Retirenment Account. The purpose of this
fund segregation was to track the incone and outgo related to
the FI and that portion of RRA benefits designated as “Soci al
Security Equivalent.”

Subj ect to applicable accounting standards, the RRB prepares
annual financial statenments on the accrual basis of

accounting. Under the accrual nethod, revenues are recogni zed
when earned and expenses are recogni zed when a liability is
incurred. That contrasts with cash-basis accounting in which
revenues are recorded when received in cash and expenditures
are recorded when paid, without regard to the accounti ng
period to which the transactions apply.

| ndependent public accountants and the O G issued disclainers
of opinion on the RRB' s financial statements for FY 1993 - FY
1999.' Beginning with FY 1994 statenents, the auditors cited
a scope limtation related to the accrual estinmates used to
report FlI receivabl es and payables as the basis for their

di scl ai mer . 2

The Federal Accounting Standards Advisory Board (FASAB) is the
authoritative standards-setting body whose Statements on
Federal Financial Accounting Standards (SFFASs) |ead the

hi erarchy of Federal accounting standards established by the
O fice of Managenent and Budget. FASAB s Accounting and

Audi ting Policy Commttee has authority to provide guidance
related to existing accounting standards.

This audit was performed in conjunction with the OG s audit
of the RRB' s financial statements for the fiscal year ended
Sept enmber 30, 1999.

' Audits of the RRB's financial statenments were conducted by Arthur Andersen
LLP(FY 1993 —-FY 1995), KPMG Peat Marwi ck LLP (FY 1996) and the O G (FY 1997 -
FY 1999).

2 Arthur Andersen LLP did not cite the FI as a cause for its disclainer of

opi nion on the FY 1993 financial statements. Conpletion of the first audit of
the agency’s financial statements was inadvertently delayed until after the FI
determination and transfer had been conpleted for the fiscal year under

exam nati on.



Cbj ective, Scope and Met hodol ogy

The objective of this review was to deterni ne whet her:

1.

3.

all revenue, expenses, assets and liabilities related to the
FI have been properly valued in conformty with generally
accepted accounting principles (GAAP) and FASAB st andards,
consi stently appli ed;

. all revenue, expenses, assets and liabilities related to the

FI have been adequately discl osed; and

the presentation of FI information in managenment’s narrative
overvi ew neets the requirenments of OVMB 97-01, “Form and
Content of Federal Financial Statenments.”

To acconplish our objective, we:

obt ai ned an understanding of the FI

revi ewed pertinent accounting standards;

revi ewed accounting records;

revi ewed previously published financial statenents,

audit reports and sel ected workpapers from prior audits;
and

di scussed the issues with managenment in the Bureau of
Fi scal Operations.

The work was perfornmed in accordance with generally accepted
governnment auditing standards as applicable to the audit

obj ectives. Fieldwork was conducted at RRB headquarters
during October 1999 through March 2000.



Results of Revi ew

We reviewed the history of the FI accrual accounting
estimates, applicable accounting standards and their inpact on
the financial statenments. Based on our analysis, we have
concluded that the accrual treatnment of FI transactions is not
entirely consistent with current accounting standards and has,
in the past, led to material m sstatenment of the RRB s
financial statements. W also noted that the agency has not

di scl osed pendi ng events that could inpact the value of the FI
recei vabl es and payabl es.

“Managenent’ s Di scussion and Analysis,” the narrative overview
published with the RRB's FY 1999 financial statenments, does
not adequately conmunicate the extent to which the Railroad
Retirement programis financially dependent on the Soci al
Security system Since the FI is a major financing source,
such an understanding is critical to financial statenent

users.

In the past, the risk of material m sstatenent related to FlI
payabl es and receivabl es has precluded the O G from expressing
an opinion on the RRB s financial statenents.

A detailed discussion of the accounting issues and the OG s
recommendati ons for corrective action foll ow

ACCOUNTI NG FOR FI TRANSACTI ONS

The FI is a collective termthat describes a series of legally
mandat ed periodic fund transfers between:

the RRB and the Social Security Adm nistration
(SSA) (annual | y) ;

the RRB and the Health Care Financing Adm nistration
(HCFA) (annual ly): and

the RRB and the Departnment of the Treasury (Treasury)
(nmonthly and annual ly).

The affected trust funds and accounts are:

SSA's Federal O d Age and Survivor |nsurance Trust Fund;
SSA's Federal Disability Insurance Trust Fund;

HCFA' s Federal Hospital Insurance Trust Fund;

RRB' s Soci al Security Equival ent Benefit Account; and



General Fund of the U S. Treasury.

Al'l of the annual transfers include interest calculated at the
sane rate through the date of transfer, elimnating any

advant ages or di sadvantages to any party that would normally
be associated with the passage of tine.

The transfers between the RRB, SSA, HCFA and Treasury re-
di stribute cash anong the several trust funds through the
periodic determ nation and transfer of:

“ the anmount, if any, which if added to or
subtracted fromthe Federal O d-Age and Survivors
| nsurance Trust Fund, the Federal Disability
| nsurance Trust Fund and the Federal Hospital
| nsurance Trust Fund woul d place each such Trust
Fund in the same position in which it would have
been if (A) service as an enpl oyee after Decenber
31, 1936, had been included in the term “enpl oynent”
as defined in the Social Security Act and in the
Federal Insurance Contributions Act and (B) this Act
had not been enacted.”?

The translation of the legally mandated transactions into
busi ness and accounting ternms drives decisions concerning the
accounting treatnent.

The FI transfer amount is determ ned after the publication of
annual financial statenments for the period 1937 through the
end of the preceding fiscal year. Since the actual anmount of
the FI transfers between the RRB, SSA and HCFA wi |l not be
known until after the financial statenments are published, the
RRB esti mates recei vabl es and payabl es for financial statenent
reporting purposes, in accordance with traditional accrual
accounting principles.

The RRB's Bureau of Fiscal Operations believes that accrual
accounting best represents the financial relationships between
t he several agencies involved and nost accurately depicts the
agency’s financial position.

® 45 USCS § 231f(2)



Based on our analysis of prior financial statenments and
pertinent public and governnmental accounting literature, the
O G believes that non-accrual accounting for FI transactions
woul d provide a nore consistently reliable presentation than
t he present accrual treatnent.

In addition, we believe that accrual of FI receivables and
payables is not entirely consistent with applicabl e Federal

st andards and definitions. The agency has properly classified
t he RRB- SSA and RRB- HCFA fund transfers as “transfers w thout
rei mbursenent.” However, the FASAB standards, as well as the
rel ated accounting entries and definitions as pronul gated by
Treasury, appear to assume non-accrual treatment for such
transfers.

Following is a description of the various fund transfers that
conprise the FI followed by a discussion of the accounting
I ssues.

The Transfer Between the RRB and SSA

Pursuant to the applicable provisions of the RRA, the RRB and
SSA make an annual determ nation of the anount that would

pl ace SSA's trust funds in the sane position that they would
have been if the RRA had never been enacted.’

The annual determ nation, made jointly by SSA and RRB, occurs
no later than June 15 for the period January 1, 1937 through
the end of the nost recent fiscal year. The related fund
transfers nust take place within ten days of the

determ nati on.

The initial FI determnation, for the twenty-five year period
January 1937 through June 1952, favored SSA. Subsequent
annual determ nations have al ways favored the RRB.

The amount of funds transferred is the result of a statistical
projection based on the scenario “what if the RRA had never
been enacted and all railroad workers had been covered by the
Social Security Act since its inception.” Wen the nunmber of
rail road workers is high relative to the nunber of retirees,
as in the early years of the Railroad Retirenment and Soci al
Security programs, this scenario favors SSA. The reverse

“The trust funds i npacted are SSA's O d Age and Survivor |nsurance and
Disability Insurance trust funds and the RRB' s Social Security Equival ent
Benefit Account.



situation exists today. Few workers support a systemwth
many beneficiaries. As a result, since 1953, the FI has
favored the RRB.

The amount of noney transferred between the SSA and RRB trust
funds is conputed entirely under the theoretical scenario
descri bed above. The cal cul ati on does not consi der any

provi sion of the RRA because the basic prem se of the FI is a
“what if the RRA had never been enacted.”

The RRB-SSA FI transfer is a funding source that is closely
associated with an increase in RRA benefits enacted with the
sane | egislation. However, the FI is not a true reinbursenent
because it is not conputed based on any expense actually
incurred by the RRB.

The proceeds of the RRB-SSA determ nation and transfer are
deposited into the SSEB account. Simlarly, the RRB charges

t he SSEB account for the ampbunt of SSA benefits that RRB
beneficiaries would have been paid by SSA if the RRA had never
been enacted and railroad workers had been covered by Soci al
Security and Medicare since the inception of those prograns.
The amount charged is calculated by statistical projection.
Appendi x 1V presents a discussion of the SSEB account and
benefit paynment charges.

The RRB prepares its financial statenents on the accrual basis
of accounting.® As a result, the FI transfer between the RRB
and SSA has been subject to accrual since the agency began
preparing accrual basis financial statements in 1986.

The RRB recognizes an intra-governmental account receivable on
its bal ance sheet at Septenber 30. The anopunt recognized is
an estimate of the outcone of the actual FI determ nation that

will be conpleted the follow ng June. The agency al so
recogni zes a “Transfer-in” anong the financing sources
reported on its “Statement of Changes in Net Position.” The

anount recognized as a “Transfer-in” equals the current-year
esti mated account receivable adjusted for any over or under
estimate in the prior year’s account receivable.

The Transfer Between the RRB and HCFA

The Dual Benefit Payments Account is an exception. That account is funded by
appropriation and is accounted for entirely on the cash basis. However, the
Dual Benefit Paynments Account is not inpacted by any FI transaction.



The annual transfer of funds fromthe RRB to HCFA as part of
the FI is the nechanismthat funds the insurance of railroad
wor kers for Medicare benefits. However, the anmount
transferred is not the sum of anounts paid by individual

wor kers and enployers. Rather, it is a statistical projection
based on aggregate payrolls, tax rates and all ocated

adm ni strative expenses.

The amount of funds transferred is the product of a
statistical estimate of the anmpbunt of taxes that the Medicare
program woul d have collected fromrailroad enpl oyees had they
been covered under the Social Security Act (instead of the
RRA). The estimated taxes are reduced by the anmount of

adm ni strative expenses that HCFA woul d have incurred had
rail road payrolls been covered under the Social Security Act.

The annual determ nation and subsequent fund transfer are

i ntended, pursuant to the FI provision of the RRA to place
HCFA's trust fund in the sane position that it would have been
if the RRA had never been enacted. Railroad enployees do not
pay Medi care taxes directly because their enploynment is not
covered by the Social Security Act. RRA payroll tax rates
have been established at |levels intended to fund both
retirement and Medi care benefits.

The RRB gives this transaction the sanme full accrual
accounting treatnment that is applied to the RRB-SSA transfer.
The RRB recognizes an intra-governnmental account payable on
its bal ance sheet at Septenber 30. The anount recognized is
an estimate of the outcone of the actual FI determ nation that
will be conpleted the follow ng June. The agency al so

recogni zes a “Transfer-out” anong the financing sources
reported on its “Statenment of Changes in Net Position” for the
year. The amount recognized as a “Transfer-out” equals the
current-year estinmated account payabl e adjusted for any over
or under estimate in the prior year’s account payable.

The Transfers Between the RRB and Treasury
In addition to the RRB-SSA and RRB- HCFA transfers, the RRA

al so provides for transfers between the RRB and the Treasury’s
general fund.



In 1983, the RRA was anended to mandate a nonthly estimte of
the net result of the RRB-SSA and RRB- HCFA FlI determ nati ons.
If the ampbunt estimated favors the RRB, the RRB receives the
net amount fromthe Treasury. The purpose of this amendnent

was to relieve cash-fl ow problens associated with the tim ng
of the annual FI determ nation and transfer process which

t akes place eight nonths after the end of the fiscal year.

The law al so requires that, within 10 days of the RRB-SSA and
RRB- HCFA transfers, the RRB re-transfer to Treasury, with
interest, the funds previously transferred by Treasury to the
RRB. The | aw does not provide for return of funds to Treasury
unl ess and until the RRB-SSA and RRB-HCFA transfers are
conpl et ed.

The RRB accrues a “Debt” classified as an “Intragovernent al
Liability” on the bal ance sheet in the anount of the 12
transfers (plus interest) related to the nonthly

determ nati ons made during the preceding fiscal year

The Case for Non-Accrual Treatnent

The accrual accounting treatnment presently used for FI
transactions has, in the past, led to material m sstatenent of
the RRB's financial statenments. W believe that the
application of accrual accounting to FlI receivabl es and
payables is not entirely consistent with current standards and
definitions.

In the “Letter to Managenent” issued in conjunction with the
O Gs audit of the RRB s FY 1998 financial statenents, we
recommended a change in accounting principle to record and
report on FI amounts during the year of settlenent. That
recommendati on has not been inpl enented.

A discussion of the accounting issues as they relate to the
transactions that conprise the FI foll ows.

The RRB- SSA and RRB- HCFA Tr ansfers

I n SFFAS #7, “Accounting for Revenue and O her Financing
Sources and Concepts for Reconciling Budgetary and Fi nanci al
Accounting,” FASAB specifically classified the RRB s FI as an
“ot her financing source.”



“The financial interchange does not arise from an
exchange transaction because it is a reallocation of
resources anong funds, all of which are financed
primarily from non-exchange revenue. Furthernore,
the nature of this reallocation is such that the
transferring entity does not receive anything of

val ue and the recipient entity does not sacrifice
anyt hi ng of val ue.”®

SFFAS #7 states that the FI transactions should be classified
in the financial statenments as “Transfers-in” and Transfers-
out” by the recipient and transferring entities respectively.
The “transfer-in” is a positive financing source, the
“transfer-out” is a negative financing source. This statenent
al so provides that, when cash is transferred w thout

rei mbursenment between agencies, the anmount recorded by both
entities is “the transferring entity’s book val ue of the
asset.”’

The account definitions for the U S. Governnment Standard
General Ledger state that “transfers-in” and “transfers-out,”
when made wi t hout reinbursenent, are recorded at the book

val ue of the transferring entity as of the transfer date.®
Thi s | anguage i ndi cates that non-accrual treatnent is
expected. The fact that the asset being transferred is cash
should not alter the interpretation. The Treasury Financi al
Manual uses specific | anguage, such as “transferred or to be
transferred,” when accrual treatnment is indicated.

Accrual treatnent of the FI transactions is inconsistent with
the requirements of SFFAS #1 “Accounting for Sel ected Assets
and Liabilities.” SFFAS #1 states that a federal entity
shoul d recogni ze a receivable when it “establishes a claimto
cash or other assets against other entities, either based on

| egal provisions, such as paynent due date . . . or goods or
services provided.”® None of the FlI transactions involve the
provi si on of goods or services and the due dates for all parts
of the FI are after the bal ance sheet date.

As in asset recognition, due dates are a key factor in
applying standards for liability recognition. SFFAS #5
“Accounting for Liabilities of the Federal Governnment” states

6 SFFAS #7 Par agr aph 343.

" SFFAS #7 Paragraphs 343 and 344.

8 Book value is defined as the value of anything as shown by the books of
account of the business owning it.

® SFFAS #1 Paragraph 41

10



that, for federal nonexchange transactions, a liability should
be recogni zed for any unpaid amounts due as of the reporting
date. ! A nonexchange transaction arises when one party to a
transaction receives value without directly giving or

prom sing value in return.

The RRB- SSA and RRB- HCFA transfers are “nonexchange”
transactions for which the due dates are after the
reporting date. Based on this analysis, the O G believes
that the present full accrual accounting treatnment is

i nconsi stent with FASAB pronouncenents and the
definitions in the U S. Governnent Standard CGeneral
Ledger.

The RRB's Bureau of Fiscal Operations believes that accrual
accounting best represents the financial relationships between
t he several agencies involved and nost accurately depicts the
agency’s financial position.

10 SFFAS #5 Par agraph 19
11 SFFAS #5 Paragraph 24

11



The RRB- Treasury Transfers

The RRB presently accrues an intergovernnmental liability,
classified as “Debt” on the bal ance sheet, representing the
total amount of cash transfers (plus interest) from Treasury,
made during the preceding 12 nonth period under the FI

provi sions of the RRA. The identification of this segnent of
the FI as a “debt” transaction drives the present accounting
and financial reporting treatnent.

The O G believes that a full exam nation of FI should include
an exam nation of the RRB-Treasury transfers. Based on our
review of the other aspects of the FI, re-classification of
the RRB-Treasury “debt” transactions to “transfers-in,
transfers-out” mght be justifiable. As such, they would be
subj ect to recording and reporting during the period when the
transfers actually take pl ace.

Congress established the nonthly transfers from Treasury to
the RRB in order to inmprove the RRB's cash-flow. Below is an
outline of key aspects of the RRB-Treasury transfers:

RRA mandates the transfer of funds, it is not optional;

the RRB does not realize or recognize borrow ng
authority related to the FlI

the funds transferred are not required to be re-
transferred back to Treasury until, and unless, the
transfers with SSA and HCFA have taken pl ace.

Recl assification of the RRB — Treasury transfer as an “other
financing source” instead of as “Debt” would be consi stent
with an overall conceptual view of the entire package of
related FI transactions as a reallocation of assets. As
previously stated, all the various transfers take place with
interest calculated at the sane rate, thus elimnating any
advant ages or di sadvantages associated with the passage of
tinme.

Recommendati on

We recomrend that the Bureau of Fiscal Operations submt a
request for an interpretation of current Federal accounting
standards as they apply to the FI to the Accounting and
Auditing Policy Commttee of the Federal Accounting Standards
Advi sory Board (Recommendati on #1).

12



Managenent’ s Response

The Bureau of Fiscal Operations has agreed to prepare the
recommended request for consideration by the agency’s three-
menber Board. In their response, the Bureau of Fiscal
Operations has also quoted froma letter in which the
Executive Director of FASAB concurs with the agency’s position
in favor of accrual accounting for FI transactions.

The full text of managenent’s coments is included as Appendi x
VI to this report.

OGS Coments

In the sane correspondence cited by the Bureau of Fisca
Operations, the Executive Director of FASAB al so stated:

“In my capacity as Executive Director of the Federal
Accounting Standards Advisory Board (FASAB) | am not
able to provide authoritative guidance on federa
accounting or auditing issues

Possi bly my observations will help you and your
O fice of Inspector General (O G resolve these
issues. |If not, please |let ne know, so that we may

di scuss other alternatives for addressing the
i ssues. These mght include referring the matter to
t he Accounting and Auditing Policy commttee (AAPC).

The O G believes that authoritative gui dance, obtained through
a formal process, will ensure a definitive solution to this

| ongstandi ng controversy. Qur report is intended to
facilitate that process by providing a high |Ievel of technical
detail concerning all aspects of the FI

13



DI SCLOSURE

The notes to the financial statenments, an integral part of
those statenents, present additional disclosures concerning
the details of FI transactions.

As previously discussed, the RRB accounts for all F
transactions on the accrual basis of accounting. The
financial statenments include estimted receivabl es, payables
and financing sources related to each transaction included in
the FI. These estimates are prepared by the RRB' s Bureau of
t he Actuary.

The estimates are “as of” and “for the fiscal year ended”
Septenber 30. The financial statenments are published the
following March. The actual anpunt of these transactions wll
not be known until the FI determ nation and transfer is
conpleted in June.

Events that are expected to have nonetary inpact on the FlI
determ nation, but for which no nonetary estinmate can be nade,
may be pendi ng on Septenber 30. Such events are contingencies
that require financial statenment disclosure. |In FY 1998,
financial statenent disclosures were expanded to include the
past effect of such pending events. However, no disclosure of
t hese events was made in the published financial statenents
for the years actually inpacted.

Si nce the inpact of the pending event cannot be quantified in
monetary terns (which would permt full recognition), SFFAS #5
requires disclosure in the notes to the financial statenents,
The RRB shoul d disclose any contingencies that have at |east a
reasonabl e possibility of reducing the value of the FlI

recei vabl es and payabl es recogni zed in the financi al
statenments.

Recommendati on

We recomrend that, as part of the financial statenent
preparation process, the Bureau of Fiscal Operations contact
the Bureau of the Actuary to inquire about pending events that
could alter the value of the FI receivables and payabl es and
make di scl osures as

appropriate (Recommendati on #2).
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Managenent’ s Response

The Bureau of Fiscal Operations concurs with the
recomrendat i on.
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Managenent’s Di scussi on and Anal ysi s

“Managenent’ s Di scussion and Analysis,” the narrative overview
published with the RRB's FY 1999 financial statenments, does
not adequately conmunicate the extent to which the Railroad
Retirement programis financially dependent on the Soci al
Security system

The agency’s published financial statements include a variety
of facts and statistics describing the origins, purpose,

ef fect and magnitude of the FI. The information presented is
pl entiful and factual. However, it is scattered throughout
t he docunent. |In addition, the presentation tends to rely on

descriptions that have specific institutional nmeaning within
the RRB but only limted neaning to the general public.

The narrative does not highlight the inportance of the FI as a
financing source. The FI, which conprised 32% of total
financing in FY 1999, was described as one of several *“other
sources of income.” By conparison, payroll taxes, which
represent 48% of total financing, are described as the
“primary source of income” to the Railroad Retirenment system

The narrative does not describe the FI in neaningful termns.
The FI is described as a |ink “under which, in effect, the
portion of railroad retirement annuities that is equivalent to
soci al security benefits is reinsured through the social
security system” The presentation also includes the
statenment, based on the | anguage of the RRA, that the purpose
of the FI is:

“. . . to place the social security trust funds in
the same position they would be in if railroad
service were covered by the social security program
instead of the railroad retirenment program?”

Al t hough both of these descriptions have been used for over 45
years, they do not convey the role of the FI as a key
financi ng source.

Recommendati on

We recomrend that the Bureau of Fiscal Operations review and

revise the narrative presentation of FI information published
with the financial statenents in order to better communicate

the role of the FI in agency financing (Recommendation #3).
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Managenent’ s Response

The Bureau of Fiscal Operations concurs with the
recomrendat i on.

17



| MPACT OF THE FI ON THE AUDI TOR' S OPI NI ON

| ndependent public accountants and the O G issued disclainers
of opinion on the RRB' s financial statements for FY 1993 - FY
1999. 1'% Beginning with FY 1994, the auditors cited a scope
l[imtation related to the accrual estinmates used to report Fl
recei vabl es and payabl es as the basis for their disclainmer on
the financial statenents.?®

Followi ng is a discussion of the basis for the OG s continued
di sclaimer on the RRB's consolidated statenents. W also

di scuss the inpact of accrual accounting for FI transactions
on the conmbining statenment for the SSEB account.

The Consol i dated Fi nanci al Statenents

The O G conducts audits of the RRB' s consolidated financi al
statenents in conpliance with requirenents established by OVB.
OMB Bulletin 98-08 requires that the auditors express an
opinion “as to whether the reporting entity’ s Principal

St atenments and Requi red Suppl ementary Stewardship I nformation
are fairly presented in all material respects in conformty

wi th Federal accounting standards.”

OMB Bulletin 98-08 al so establishes a hierarchy of accounting
princi ples and standards that conprise generally accepted
accounting principles for the Federal governnment. G eatest
authority is placed in the “Statenments of Federal Fi nanci al
Accounting Standards” (SFFAS), the related interpretations and
the OMB Form and Content bulletin in effect for the period
under exam nati on.

As previously stated, the O G has concl uded that, as regards
the FI transfers between the RRB and SSA and the RRB and HCFA,
t he present conmbination of full accrual accounting is

i nconsi stent with FASAB pronouncenents and the U S. Governnment
St andard General Ledger.

12 Audits of the RRB's financial statements were conducted by Arthur Andersen

LLP(FY 1993 —-FY 1995), KPMG Peat Marwi ck LLP (FY 1996) and the O G (FY 1997 -

FY 1999).

3 Arthur Andersen LLP did not cite the FI as a cause for its disclainmer of

opi nion on the FY 1993 financial statements. Conpletion of the first audit of
the agency’s financial statements was inadvertently delayed until after the F
determination and transfer had been conpleted for the fiscal year under

exam nati on.
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I n addition, conputation of the accruals involves extensive
estimati on. Because of the conplexity of the conputation, the
predictive value of the accrual estimte can only be tested by
conparison of prior year estimates with actual outcones. Qur
anal ysis indicates that in prior years the use of accrual
estimates has resulted in significant differences between the
anounts accrued and the actual settlenent.

A conparison of FlI accrual accounting estinmates with actual
settl enment anounts for fiscal years 1991 through 1998

di scl osed differences that ranged between .4% and 15% (see
Appendix 1). These differences had the | argest inpact on the
reporting of “Excess of Revenue and Fi nanci ng Sources Over
Total Expenses,” the |argest factor influencing a change in
net position between reporting periods. That item was

m sstated between .9% and 69% A table summari zing the
financial reporting effect of the use of estimates on the
consol idated statenments is presented as Appendix Il to this
report.

The “Statenment of Changes in Net Position” is one of the
principal statenments and is prepared to comruni cate whet her
the agency’s financial position inproved or deteriorated over
the period. The use of accrual accounting estinmates, as they
are presently prepared, adversely inpacts the ability of
managenent to fairly present the agency’s results of
operations in the financial statements.

The Bureau of the Actuary prepares the FI accrual accounting
estimtes nore than eight nonths prior to the actual

settlement date. These estimates represent the best avail able
i nformation concerning the future outcone of the interchange
cal culation prior to the final settlement. The Bureau of the
Actuary has stated that no better information is avail able for
inclusion in financial statenments unless such statenents are
publ i shed after determ nation of the final settlenent anount.
A di scussion of the conplexity of the FI is presented in
Appendi x 111.

14 Effective with FY 1998, the “Statenent of Operations and Changes in Net
Position” was replaced by the “Statenent of Changes in Net Position.” The new
statement includes the line itens: “Net Results,” “Net Change in Cumul ative
Results of Operations” and “Change in Net Position.”
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The annual determ nation, because it takes place after the
financial statenments are published, cannot provide audit
evi dence or serve as a basis for adjustnment of the accrual
esti mat es.

We have concluded that the use of accrual accounting estimates
to report FI payables and receivables has, in the past,
resulted in material m sstatement of the RRB s financial
statenments. Disclosure of the historical differences between
ampunts estimated for financial statement reporting and
ampunts ultimately realized does not sufficiently conpensate
for potential m sstatenment in current reporting periods. As a
result, the O G was precluded from expressing an opinion on
the RRB's financial statenments for FY 1999.

In the “Letter to Managenment” issued in conjunction with the
O Gs audit of the RRB' s FY 1998 financial statenments, we
recommended a change in accounting principle “to record and
report on financial interchange anounts during the year of
settlement.” Accordingly, we nmake no further recomendati ons
for corrective action.

The Conbining Statenment for the SSEB Account

The RRB publishes both consolidated financial statenments and
conmbi ning statenments for each of its program operations and
financial conponents. The use of accrual accounting estimates
for the FI transactions directly inpacts the conbining
statenment for the SSEB account in a manner simlar to that
previ ously described for the consolidated statenents.

However, the inpact on the conbining statenments for the SSEB
account is much greater because the FI is the single |argest
source of financing for that account. The FI represented over
60% of total financing to the SSEB account in FY 1999. By
conparison, the FI conprised 32% of total agency financing.

Al t hough we conduct our audit of the agency’s financi al
statenents for the purpose of expressing an opinion on the
consol i dated statenents only, the inpact of the use of accrua
estimtes on the SSEB account deserves consi derati on.
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Recei vabl es and Payabl es

As previously discussed, the use of accrual accounting
estimates to report FI receivabl es and payables has, in the
past, caused m sstatenment of the |argest conponent of “Changes
in Net Position” in the consolidated statenents. The i npact
is magnified in the SSEB account, distorting the reported “Net
Position” in the conbining statenents. The inmpact on net
position has ranged between 1% and 35% during the past eight
years.

Benefit Charges

Expenses for tier | benefits paid under the RRA are split

bet ween the Railroad Retirenment, SSEB and Dual Benefits
Payments accounts. Charges for benefit paynments are initially
all ocated between the three accounts on an estimted basis as
paynments are issued. The allocation between the Railroad
Retirement and SSEB accounts is adjusted periodically based on
FI experience. This adjustnent is discussed nore fully in
Appendi x | V.

The first adjustment of benefit charges between the two
accounts was nade in 1997 for the period 1984 to 1994 and
resulted in a transfer of $843 mllion fromthe SSEB account
to the Railroad Retirenment Account. Subsequent adjustnments
were made in 1997 and 1998 for $75.2 and $13.9 mllion
respectively. The nost recent adjustment, $29 mllion for the
period 1984 through 1997, was made in 1999.

The RRB does not accrue inter-fund receivabl es and payables to
account for the periodic adjustnment of benefits charged to the
SSEB account. This is inconsistent with the accrual
accounting principles under which the agency currently
prepares its financial statenents. Since the RRB prepares its
princi pal statements on a consolidated basis, only the

i ndi vi dual conbi ning statenments for the RRA account and SSEB
account are subject to msstatenent as a result of the non-
accrual of this item
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Below is a conparison of the accrual
to prepare the RRB s financi al
amount s transferred.
and interest.

Al t hough the accuracy of the accrual

to year,

The FI
the way that the “what
A detail ed di scussion of the FI

accr ual

Presented below is a conparison of the accrual

H STORY OF THE ACCURACY OF THE
FI NANCI AL | NTERCHANGE ACCRUAL ACCOUNTI NG ESTI MATES

Al'l

it

Appendi x |
Page 1 of 2

t he basic estimtion nethodol ogy has not changed.
determ nation process is subject to periodic changes in
scenari o of the FI

accounti ng

estimates as prepared by the Bureau of the Actuary for

inclusion in the agency’s annual

fi nanci al

accounting esti mtes used
statenments with the actual
amount s shown i nclude both principal

estimte varies fromyear

i's interpreted.
cal cul ation and the rel ated
accounting estimate is presented in Appendix |11

statements with the

actual results of the determ nation through that fiscal year
The inmpact of the use of these estimates on the agency’s
financial statenents is presented in Appendix I1.
RRB- SSA Tr ansf er
Accr ual
Accounting Act ual Versus
Esti mat e Act ual Di fference Esti mat e
FY 1989 $2, 863, 600, 000 $2, 874, 100, 000| $( 10, 500, 000) 100. 379
FY 1990 3,043, 800,000/ 3,261, 600, 000| (217,800, 000) 107. 169
FY 1991 3, 230, 200, 000 3, 035, 500, 000 194, 700, 000 93. 979
FY 1992 3, 319, 800, 000 3, 268, 100, 000 51, 700, 000 98. 449
FY 1993 3, 399, 400, 000 3, 367, 300, 000 32, 100, 000 99. 069
FY 1994 3, 491, 800, 000 3, 944, 700, 000| (452, 900, 000) 112. 979
FY 1995 3,567,100, 000/ 3,393, 100, 000 174, 000, 000 95. 129
FY 1996 3, 642,400,000 3,581, 900, 000 60, 500, 000 98. 349
FY 1997 3, 677,400,000 3,650, 600, 000 26, 800, 000 99. 279
FY 1998 3, 664, 600, 000 3, 650, 600, 000 14, 000, 000 99. 629

22



FI NANCI AL

HI STORY OF THE ACCURACY OF THE

RRB- HCFA Tr ansf er

Appendi x |
Page 2 of 2

| NTERCHANGE ACCRUAL ACCOUNTI NG ESTI MATES

Accrua
Accounti ng Act ual Versus
Esti mat e Act ual Di fference Esti mat e
FY 1989 $347, 773, 000 $346, 300, 000 1,473, 000 99. 589
FY 1990 336, 698, 000 332, 300, 000 4,398, 000 98. 699
FY 1991 340, 872, 000 354,500, 000 (13,628,000) 104. 009
FY 1992 397, 926, 000 381, 000, 000 16, 926, 000 95. 759
FY 1993 379, 912, 000 394, 400, 000( (14, 488, 000) 103. 819
FY 1994 389, 570, 000 379, 200, 000 10, 370, 000 97. 349
FY 1995 393, 110, 000 382,900, 000 10, 210, 000 97. 409
FY 1996 385, 630, 000 400, 600, 000 (14, 970, 000) 103. 889
FY 1997 403, 300, 000 400, 900, 000 2,400, 000 99. 409
FY 1998 410, 950, 000 411, 300, 000 (350, 000) 100. 099
NET EFFECT
Presented bel ow are the RRB-SSA transfer receivables |ess the

RRB- HCFA payabl es.

The differences between the accounting

estimte and the actual settlenent are used in Appendix Il to
illustrate the financial statenment inmpact of the use of FI
esti mat es.
Accr ual Act ua
Account i ng Ver sus
Esti mat e Act ual Di fference Estimate
FY 1989 $2, 515, 827, 000 $2,527,800,000[ (11,973, 000) 100. 489
FY 1990 $2, 707,102, 000| $2, 929, 300, 000| (222,198, 000) 108. 219
FY 1991 $2, 889, 328, 000| $2, 681, 000, 000 208, 328, 000 92. 799
FY 1992 $2, 921, 874, 000| $2, 887, 100, 000 34, 774, 000 98. 819
FY 1993 $3, 019, 488, 000 $2, 972, 900, 000 46, 588, 000 98. 469
FY 1994 $3, 102, 230, 000| $3, 565, 500, 000| (463, 270, 000) 114. 939
FY 1995 $3, 173, 990, 000| $3, 010, 200, 000 163, 790, 000 94. 849
FY 1996 $3, 256, 770, 000| $3, 181, 300, 000 75, 470, 000 97. 689
FY 1997 $3, 274, 100, 000| $3, 249, 700, 000 24, 400, 000 99. 259
FY 1998 $3, 253, 650, 000| $3, 239, 300, 000 14, 350, 000 99. 569
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DI FFERENCE BETWEEN THE ACCRUAL
ESTI MATE AND THE ACTUAL F
SETTLEMENT?®

Per cent age

I MPACT ON | NCOVE STATEMENT
FROM PRI OR YEAR
CURRENT YEAR

| NCOME OVER ( UNDER) RECOGNI ZED

Tot al Revenue and Fi nanci ng
Sour ces
I ncome Over (Under)
Recogni zed as a Percent age
of Total Revenue and
Fi nanci ng Sources

Excess Of Revenue And

Fi nanci ng Sources Over Tota
Expenses
I ncome Over (Under)

Recogni zed as a Percentage
of Excess of Revenue and
Fi nanci ng Sources over
Tot al Expenses

TOTAL ASSETS

15 The RRB's FY 1993 financia
process permtted inclusion of actual F
estimtes that were originally prepared for

been adjusted accordingly.
1% The “difference”
t he RRB- HCFA payabl e

presented on the first
An analysis of these differences is included in Appendix I.

Appendi x |1
Page 1 of 2
FI NANCI AL STATEMENT | MPACT
FI NANCI AL | NTERCHANGE ACCRUAL ACCOUNTI NG ESTI MATES™

FY 1996 FY 1995 FY 1994 FY 1993 FY 1992 FY 1991
$75, 470, 000 $163, 790, 000 ($463,270,000) $46, 588, 000 $34, 774, 000 $208, 328, 000
2.32% 5.16% 14.93% 1.54% 1.19% 7.21%

$222, 198, 000
208, 328, 000

($163, 790, 000)
75, 470, 000

$463, 270, 000
163, 790, 000

($46, 588, 000)
(463, 270, 000)

($34, 774, 000)
46, 588, 000

(%208, 328, 000)
34,774,000

(%173, 554, 000)

$430, 526, 000

($88, 320, 000)

$627, 060, 000 ($509, 858, 000)

$11, 814, 000

$10, 268, 260, 042 $10, 836, 666, 50 $10, 266, 490, 95 $9, 770, 806, 292 $10, 234, 328,90 $10, 098, 145, 607
7 7 4

-0.86% 5.79% -4.97% 0.12% -1.70% 4.26

$564, 442, 028 $1, 197, 488, 545 $734, 467, 955 $337, 864, 904 $992, 657, 643 $1, 145, 031, 847

-15.65% 52.36% -69.42% 3.50% -17.48% 37.60%

$18, 881, 897, 649 $18, 364, 364, 51 $17, 036, 994, 95 $16, 277, 809, 45 $15, 821, 289, 32 $14, 664, 082, 219
2 1 2 4

statements were the first to be audited under the provisions of the CFO Act. Delays in the audit
nunmbers in the audited statenents. For purposes of this evaluation, the accrua
inclusion in the financial statements are presented here and rel ated anounts have
for RBB-SSA receivable |ess

line is the net difference between estimte and actua
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Di fference Between The
Accrued Receivable And The
Actual FlI Settlenment As A
Percentage Of Tot al

Asset s’

7 The “difference”

0.32%

0. 95%

-2.66%
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0.20% 0.33% 1.33%

used in this conparison relates only to the RRB-SSA transfer and is presented on the first

page of Appendi x
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FI NANCI AL STATEMENT | MPACT
FI NANCI AL | NTERCHANGE ACCRUAL ACCOUNTI NG ESTI MATES!'®

FY 1998 FY 1997
DI FFERENCE BETWEEN THE ACCRUAL $14, 350, 000 $24, 400, 000
ESTI MATE AND THE ACTUAL FI
SETTLEMENT
Per cent age 0.44% 0.75%

I MPACT ON | NCOVE STATEMENT
FROM PRI OR YEAR ($24, 400, 000) ($75, 470, 000)
CURRENT YEAR 14, 350, 000 24,400, 000

| NCOVE OVER (UNDER) RECOGNI ZED ($10, 050, 000)  ($51, 070, 000)

Total Financing Sources 9, 638, 335,776 9, 251, 744, 590
I ncome Over (Under) -.10% -.55%
Recogni zed as a Percent age
of Total Financing Sources

Net Change in the Cunul ative 1,175,073, 202 614, 718, 509
Results of Operations
I ncome Over (Under) -.86% -8.31%

Recogni zed as a Percent age
of Net Change in the
Cumul ative Results

TOTAL ASSETS $20, 757, 509, 818 $19, 666, 951, 727
Di fference Between The .07% . 14%
Accrued Receivable And The
Actual Fi Settlement As A
Percentage Of Tot al
Assets®®

®The “difference” presented on the first line is the net difference between estimate and actual for RBB-SSA receivable |less the
RRB- HCFA payable. An analysis of these differences is included in Appendix I.

1% The “difference” used in this conmparison relates only to the RRB-SSA transfer and is presented on the first page of Appendix
l.
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Appendi x 111
Page 1 of 3

The Use of Estimates in the FI Determ nation and Rel at ed
Accrual Accounting Estimate

The FI accrual accounting estimate is an estimte of a conpl ex
estimate. Following is a description of the |argest conmponent
of the FI, the RRB-SSA transfer. The RRB-HCFA and RRB-
Treasury transactions are based on simlar conputations.

CALCULATI ON OF THE ACTUAL RRB-SSA FI TRANSFER AMOUNT

The FI is an ongoing cunul ative process. Each determ nation
covers the period 1937 through the nost recent fiscal year-
end.

The amount of funds transferred between the two agencies is
the result of a statistical projection based on the scenario
“what if the RRA had never been enacted and all railroad

wor kers had been covered by the Social Security Act since its
i nception.”

Cal cul ation of the annual FI transfer anpunt is a year-I|ong
process that culmnates with an agreenent between the RRB and
SSA concerning the ampbunt to be transferred pursuant to the
appl i cabl e provisions of section 7(c)(2) of the RRA

Det erm nation of the Transfer Anpunt

The FI is conmputed using statistical nethods including |arge
sanpl es of RRB beneficiaries and currently enployed railroad
workers. All cal culations are performed under the provisions
of the Social Security Act. The conputation takes into

consi derati on:

1. t he anobunt of taxes that would have been coll ected
on railroad earnings under the provisions of the Soci al
Security Act;

2. t he amount of benefits that woul d have been paid to
workers and their famlies under the provisions of the
Soci al Security Act; and

3. the additional adm nistrative costs that the Soci al

Security system woul d have incurred had that system
covered the railroad industry.
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Appendi x 111
Page 1 of 3

The Use of Estimates in the FI Determ nation and Rel at ed
Accrual Accounting Estimate
Since each annual determ nation is cunulative, the anount
transferred each year is the difference between the current-
year determ nation and the prior-year determ nation.
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Appendi x 111
Page 2 of 3

The Use of Estimates in the FI Determ nation and Rel at ed
Accrual Accounting Estimate

The provisions of the RRA are not taken into consideration in
the FI determ nation. Benefits payable and taxes coll ectible
under the RRA are not part of the calculation. As a result,
the FI is not a direct reinbursenent of expense.

As part of the FI, SSA receives credit for Social Security
benefits paid to individuals entitled to benefits under both
the RRA and the Social Security Act. A discussion of these
cases is presented in Appendix V.

Because the FI determ nation is cunulative, no FI

determ nation is ever truly final. The FI is constantly
subject to revision. Changes in the way that the “what if”
scenario of the FI is interpreted are applied retroactively to
prior periods as appropriate.

Ti m ng

In May of each year, SSA and RRB jointly determ ne the anmount
t hat must be transferred between the two systens, as of the
prior fiscal year-end, to place the Social Security trust
funds in the sanme position they would have been had the RRA
never been enacted. The transfer of funds takes place in
early June.

The Use of Estimates in the FI Determ nation

The annual FI determ nation uses estinmates for certain key
items pertaining to the nost recent fiscal year because actual
figures are not available in tine to neet the deadlines
established by law. These estimtes are replaced with actual
information in subsequent determ nations. Belowis an
illustration of the timng of estimates in the annual F
determ nati on.

ESTI MATES VERSUS ACTUALS

40N 415t
Det ermi nati on Det ermi nati on
Thru 9/30/91 Thru 9/30/92
Dat e Agreed by SSA and RRB 05/ 12/ 1992 05/ 04/ 1993
Peri od Affected
Decenber 1990 and Prior Act ual Act ua
January - Septenber 1991 Esti mat e Act ua
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The Use of Estimates in the FI Determ nation and Rel at ed
Accrual Accounting Estimate

Cct ober — Decenber 1991 Not Applicable Act ual
January — Septenber 1992 Not Applicable Estimate
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Appendi x 111
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The Use of Estimates in the FI Determ nation and Rel at ed
Accrual Accounting Estimate

For exanple, actual wage and tax information was not avail abl e
for January — Septenber 1991 in time to permt conpletion of

t he annual FI determ nation within the tinmeframe established
by law. As a result, estimates were used.

As actual data concerni ng wages, benefits and taxes becones
avai l abl e, estimtes are replaced by actual nunbers in
subsequent determ nations. Since the FI determ nation is
cunmul ative, the use of estimates has no permanent i npact.

CALCULATI ON OF THE ACCRUAL ACCOUNTI NG ESTI MATE

The accrual accounting estimate is an estinmate of the outcone
of the above described process. The ability of the Bureau of
the Actuary to predict the outcone of the actual determ nation
is limted by the quality of the available data and the
conplexity of the FI determ nation process.

Data availability inpacts the accuracy of the accrual
accounting estimte because the estimte cannot be prepared
using the sane data inputs that will be used in making the
annual FlI determ nation. That data is not yet avail able.

In addition, the FI determ nation process is subject to
periodi c changes in the way that the “what if” scenario of the
FI is interpreted. Applying such changes is |abor intensive,
detail oriented work that cannot be cost-effectively
duplicated as part of the accrual estimation process. As a
result, there may be sone vari ables that cannot be factored
into the accrual accounting estimate.

For exanple, the large difference between the FlI receivable
recogni zed in the FY 1994 financial statements and the actual
anount received, $452.9 mllion, is attributed to

consi derati on of special filing procedures for reduced age
spouse benefits at SSA. These procedures were included for
the first time in the FI determ nation for the period ended
Sept enber 30, 1994 and had retroactive inpact for the period
1978 t hrough 1994.
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The Social Security Equival ent Benefit Account

Prior to 1983, all RRA benefits and benefit financing sources
were accounted for in a single trust fund, the Railroad
Retirement Account. The Railroad Retirement Sol vency Act of
1983 established the Social Security Equival ent Benefit (SSEB)
Account, separate fromthe Railroad Retirenment Account.?

The purpose of this fund segregation was to track the incone
and outgo related to the FI and that portion of RRA benefits
desi gnated as “Social Security Equivalent.”

The SSEB services the various fund transfers that conprise the
FI and retains the net proceeds, approximately $3 billion per
year .

The SSEB i s not charged for benefits paid under the RRA

Rat her, the account is charged for the additional anount of
SSA benefits that RRB beneficiaries would have been paid by
SSA if the RRA had never been enacted and railroad workers had
been covered by Social Security since its inception.

On an on-goi ng basis, the RRB' s Bureau of the Actuary

determ nes the anmount of benefit paynent expense that shoul d
be charged to the RRA and SSEB accounts respectively.

However, the initial allocation is a prelimnary estinmate that
wll later be revised in the formof an “annual adjustnent”
bet ween the SSEB and RRA accounts. The adjustnment is
cal cul ated using the same net hodol ogy and data used in the
annual FlI determ nation for the RRB-SSA and RRB- HCFA
transfers.

Si nce the anmpbunt charged to the SSEB account is the result of
a cunul ative determ nation, none of the annual charges are

ever truly “final.” The amount of the annual adjustnent
attributable to any given year ranges between $20 mllion to
over $200 mllion and typically favors the Railroad Retirenment
Account .

The first adjustment was nade in May 1997 for the period
Cct ober 1984 through Decenber 1994. Subsequent adjustnents
have been made annually. There is a delay of approximately 18

20 pPublic Law 98-76
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The Social Security Equival ent Benefit Account

mont hs between the close of the cal endar year and the rel ated
adj ustnment to the SSEB account.
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The Social Security Equival ent Benefit Account

This schedul e del ays the adjustnment until *“actual” nunbers
repl ace “estimates” in the FI determination for that period.?
For exanmple, the adjustnment for benefits paid through fiscal
year 1997 was nade in July 1999.

Adj ustment Pertains to Adj ust ment | ncrease

t he Period October 1, Dat e (Decrease)

1984 t hrough: I n the SSEB Account
Decenmber 31, 1994 May 1997 $ (843,103, 433)
Decenber 31, 1995 August 1997 (75, 230, 344)
Decenmber 31, 1996 July 1998 (13,926, 666)
Decenmber 31, 1997 July 1999 (29, 045, 596)

The RRB does not accrue an estimate for the future adjustnent
of benefit charges between the SSEB and Railroad Retirenent
Accounts on the financial statements. Since the RRB prepares
its principal statenments on a consolidated basis, only the

i ndi vi dual conbining statements for the RRA account and SSEB
account are inpacted by the non-accrual of this item

21 Appendix |11 presents a detailed discussion of the use of estimates in the
Fl .
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Appendi x V
DUAL ENTI TLEMENT TO SOCI AL SECURI TY BENEFI TS
Entitl ement

I ndi vi dual s may beconme entitled to benefits under both the
Rai l road Retirement and Social Security Acts. Entitlenent to
bot h benefits comonly occurs when an RRA annuitant has had
both railroad and non-railroad enploynent or when a nenber of
the annuitant’s famly group is entitled to Social Security
benefits on their own earnings record.

As of Septenber 30, 1999, approxinmtely 30% of individuals
recei ving an annuity under the RRA were also receiving Soci al
Security benefits.

| mpact of Dual Entitlement on RRA Benefit Levels

When a person is entitled to benefits under both the Soci al
Security and Railroad Retirenent Acts, the tier | portion of
their RRA annuity is reduced by the amount of any Soci al
Security benefits payabl e.

Mechani cs of Paynent in Dual Entitlement Cases

In order to facilitate the coordination of Social Security and
Rai l road Retirenment benefits, the RRB acts as “paymaster” for
t he Social Security benefit. The RRB makes paynent to the
beneficiary based on SSA's instructions. SSA receives and
processes the application for Social Security benefits,

advi ses the RRB of the anount of benefits to be paid and the
date entitlenment will begin. The RRB is reinbursed on a

dol l ar-for-dollar basis for the actual cost of benefits.

I n sonme cases, SSA pays the benefits directly and advi ses the
RRB of the anmobunt paid so that the RRB can nmke the
appropri ate RRA benefit reduction.

The FI

As part of the FI calculation, SSA receives credit for Soci al
Security benefits actually paid. This adjustnment elim nates
t he double charge to SSA that would otherwi se result fromthe
exi stence of individuals with entitlenent to both Soci al
Security and Railroad Retirenent benefits. Wthout this
credit, the FI calculation would charge SSA for the cost of

t heoretical benefit paynments under the FI scenario while SSA
was actually paying the benefits.
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